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LOGISTICS MANAGEMENT INSTITUTE 

DoD Mail-Order Pharmacy Evaluation 

Executive Summary 

In FY92, the Department of Defense (DoD) spent $914 million on pharma- 
ceuticals. A year later it spent $949 million. Concerned with DoD's pharmaceu- 
tical costs, Congress directed the department, in the DoD Appropriations Act of 
1993, to establish demonstration programs in at least two areas to evaluate the 
use of mail-order pharmacies as one means of controlling costs. Increasingly 
common in the private sector, mail-order pharmacies employ a central facility to 
fill prescriptions and then mail them to beneficiaries for maintenance-level drugs 
such as high blood pressure medicines. They typically process large numbers of 
prescriptions and are able to achieve economies of scale that can reduce an em- 
ployer's pharmaceutical costs. Since 1991, the use of mail-order pharmacies by 
the private sector has more than doubled — from 12 percent to 29 percent. 

We evaluated DoD's two mail-order demonstration programs and project 
that the department will reduce its costs of providing pharmaceuticals by ap- 
proximately $7.2 million a year, if it expands those programs nationwide. Bene- 
ficiaries under each program include those who are eligible for Civilian Health 
and Medical Program of the Uniformed Services (CHAMPUS) benefits, as well 
as Medicare-eligible beneficiaries who live in areas in which base realignment 
and closure (BRAC) actions have affected the availability of healthcare. 

Prior to mail service, DoD beneficiaries obtained their pharmaceuticals from 
one of three sources: 

♦ CHAMPUS, which is more expensive than mail service primarily because it 
does not use federally priced pharmaceuticals. 

♦ Military pharmacies, which are also more expensive primarily because they 
do not charge a copay that would reduce their costs. 

♦ Privately funded sources of drugs such as private health insurance. 

Because it did not know the magnitude of the privately funded sources, 
termed the "ghost" population, DoD was particularly concerned about the po- 
tential cost of providing it with mail service. We were able to estimate the effect 
of the ghost population by asking current mail-service users where they had got- 
ten their drugs prior to using the program. We found that 60 percent of mail- 
service users who were 65 years and older and 30 percent of those less than 
65 years old were previously ghosts. We also found, however, that the cost of 
serving them under current eligibility rules was less than the savings DoD 
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would realize when users of CHAMPUS and military pharmacies switched to 
mail service. 

The $7.2 million projected annual savings from nationwide expansion of the 
mail-service program depends on retaining the following key features from the 
demonstration programs: 

♦ Copayments. The demonstration programs charged active duty dependents 
a $4 copayment and retirees and their dependents an $8 copayment for each 
prescription filled. Those copayments reduced the DoD cost per prescrip- 
tion to the extent that eliminating them would wipe out DoD's $7.2 million 
savings and produce instead an increase in program costs of $5.7 million per 
year. Moreover, elimination of copayments would likely increase the num- 
ber of beneficiaries using the program and thus further increase costs. 

♦ Federal pricing. As part of the demonstration effort, one provider was re- 
quired to dispense drugs that it had purchased at federal prices wherever 
possible. A nationwide mail-service program that does not use federal pric- 
ing will cost $14.5 million more than the current DoD pharmacy program. 
We emphasize this finding because none of DoD's current TRICARE- 
managed care contracts include the use of federally priced drugs for their 
mail-service components. 

♦ Limited use by Medicare-eligible beneficiaries. We examined the cost of offering 
mail-service pharmaceuticals to all Medicare-eligible beneficiaries and 
found that as a minimum it would produce a mail-service program that 
costs $23 million more than the current program. In fact, we believe the ac- 
tual amount may be considerably higher since our data on use of mail serv- 
ice in BRAC areas by Medicare eligibles were far less than we needed to 
make an accurate projection. 

Based on our evaluation of the two DoD demonstration programs, we rec- 
ommend that DoD implement mail-service nationwide, but that it retain copay- 
ments, ensure federal pricing of dispensed drugs, and limit Medicare access to 
only those affected by BRAC. 

We also recommend that DoD consider adopting other private-sector initia- 
tives for managing its pharmacy benefit. We identified those initiatives as we 
compared DoD's implementation of mail service to similar efforts of large em- 
ployers and health maintenance organizations in the private sector. They in- 
clude the following: 

♦ Restricting drugs available through any channel of distribution [mail, retail, 
military treatment facility (MTFs)] to those that the department has deter- 
mined are most cost-effective for reducing the total cost of patient care. 

♦ Contracting with one mail-service provider for nationwide service, instead 
of requiring each TRICARE contractor to provide mail service in its area, as 
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a way of getting federal pricing, reducing dispensing fees, and controlling 
what is dispensed. 

♦ Requiring copayments when dispensing pharmaceuticals through any chan- 
nel as a way of involving patients in the cost control of their pharmacy 
benefit and of better using available resources at MTFs to provide patient 
care. 

♦ Using point-of-care software to accurately and responsively ensure that dis- 
pensed pharmaceuticals are on the formulary, copayments are collected, 
and only those who are eligible receive the benefit. 

In summary, we are convinced that a properly managed mail-order phar- 
macy program will help DoD manage the cost of its pharmaceutical benefit. 
Other private-sector pharmacy initiatives will also help to control the cost of the 
pharmacy program, and DoD should consider adopting them. 
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CHAPTER 1 

DoD's Mail-Service Demonstration 
Projects 

In 1993, Congress directed the Department of Defense (DoD) to competi- 
tively establish a mail-order pharmaceutical benefit in Hawaii and at least two 
additional regions. Concerned with the increase in DoD's pharmaceutical ex- 
penditures, Congress believed that its initiative would test the ability of mail- 
order pharmacy to reduce drug costs. Subsequently, DoD contracted with Aetna 
Health Plans of California to provide mail service to Hawaii and California as 
part of a managed-care contract that also included a network of retail pharma- 
cies. The department also contracted with Health Care Services, Inc. (HCS) of 
Albuquerque, N.M., to provide only mail service to Florida, Georgia, and South 
Carolina in the southeast and Pennsylvania, New Jersey, and Delaware in the 
east. 

This chapter describes the DoD's demonstration programs as a context for 
understanding our evaluation of them in Chapter 2 and our recommendations in 
Chapter 3. 

PURPOSE OF THE PROGRAM 

DoD designed the Aetna and HCS programs to test whether mail-service 
pharmacy could reduce DoD's drug costs. Both programs have the same eligibil- 
ity criteria, drug selection, and beneficiary cost. Each program provides a con- 
venient method for obtaining maintenance medications to treat chronic 
conditions such as high blood pressure or asthma. For acute conditions such as 
infection or pain, patients are still expected to obtain their pharmaceuticals from 
a local pharmacy or a military treatment facility (MTF). 

ELIGIBILITY 

Both programs serve Civilian Health and Medical Program of the 
Uniformed Services (CHAMPUS)-eligible beneficiaries who reside in the demon- 
stration areas as well as a select group of Medicare-eligible beneficiaries. The 
CHAMPUS beneficiaries include dependents of active duty members, retirees, 
and retiree dependents. The Medicare beneficiaries include individuals identi- 
fied as CHAMPUS-eligible in the Defense Enrollment Eligibility Reporting 
System (DEERS) who are 65 years or older and who live in specific zip codes in 
which their access to military healthcare has been adversely affected by base 
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realignment and closure (BRAC) activity. As members from each group request 
mail service, DEERS electronically provides contractors with eligibility data. 

For Medicare-eligible beneficiaries to use the program, the Secretary of 
Defense must certify that healthcare in the zip code in which they live is ad- 
versely affected by BRAC activity. Initially, affected zip codes included those in 
Florida near the Naval Hospital Orlando and Homestead Air Force Base (AFB), 
those in South Carolina near Myrtle Beach AFB, and those in Pennsylvania near 
Naval Hospital Philadelphia. As BRAC activity occurred during the demonstra- 
tion programs, DoD added other zip codes to the list of those served. On 
1 October 1995, both programs also began serving other Medicare-eligible bene- 
ficiaries regardless of residence if they could demonstrate that they relied on a 
particular health facility during the year prior to its closure. 

DRUG SELECTION 

The demonstration programs allow beneficiaries to obtain a broad selection 
of pharmaceuticals through the mail. If CHAMPUS covers a particular item 
(CHAMPUS covers virtually all drugs except over-the-counter medications), the 
mail-service programs provide it. The one exception is prescriptions of brand- 
name drugs that have a generic equivalent. In such cases, contractors are re- 
quired to dispense the generic equivalent unless a doctor specifically requires 
that the brand-name item be dispensed as written for clinical reasons. 

The mail-order demonstration programs also share other elements. Both ac- 
cept prescriptions from civilian and military providers with few exceptions. 
Each provides a 30-day supply of controlled substances and a 60-day supply of 
noncontrolled substances. Patients can refill each prescription five times. Be- 
cause military doctors typically do not have Drug Enforcement Agency (DEA) 
numbers, the programs specifically prohibit contractors from filling prescrip- 
tions for controlled substances written by military doctors. They also prohibit 
them from filling prescriptions written on prescription blanks from Uniformed 
Services Treatment Facilities, Primary Medical Care for the Uniformed Services, 
and Navcare clinics. 

By comparing DoD's implementation of mail service to similar effects in the 
private sector, we found each had many practices in common and some differ- 
ences. Like DoD, 76 percent of all health maintenance organizations (HMOs) re- 
quired generic substitution in 1994.1 Unlike DoD, many HMOs allow their 
members to pay the difference between the generic and the brand-name item if 
they wish to use the brand-name drug. Also unlike DoD, many HMOs restrict 
the drugs they issue. Some 81 percent of HMOs, for example, used a formulary 

'Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Physician Reimbursement," p. 12. 
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of less than 1,000 items in 1994 to guide physicians in prescribing and pharma- 
cists in filling member prescriptions.2 Whether a beneficiary got their drugs 
through the HMO's hospitals, mail service, or retail network did not matter. 

COST SHARING 

The demonstration programs shift some of the cost of their operations to the 
beneficiaries. Active duty dependents who use the mail-service demonstration 
program pay a $4 copayment for each prescription or refill that they receive. Re- 
tirees and retiree dependents pay $8. Copayments do not count towards the 
CHAMPUS catastrophic cap. 

The practice of charging a copayment is also common in the private sector 
where 96 percent of all HMOs charged a copayment in 1994. Many, however, 
charge a higher copayment for brand-name pharmaceuticals ($7.05) than for ge- 
nerics ($6.78) to encourage generic use.3 

PROGRAM ACTIVITY 

Both mail-order programs have operated for two years or less and have 
grown at different rates. Aetna issued its first mail-order prescription in March 
1994. HCS followed eight months later in November 1994. From the beginning, 
HCS issue rates were significantly higher than those of Aetna.    By November 
1995, after each contractor had been in business for at least a full year, HCS's av- 
erage monthly number of issues was approximately 29,000, while Aetna's has 
never exceeded 4,000 in any month. 

We attribute that significant difference in issue rates to three reasons: 

♦ Aetna operates a retail network of pharmacies that is more convenient than 
mail service for many beneficiaries. That is particularly true in Hawaii 
where beneficiaries can get their prescriptions filled at Longs, a popular and 
omnipresent pharmacy chain with many outlets located in the same shop- 
ping centers as their supermarkets. Hawaii, for instance, has 11.3 percent of 
the eligible population but only 4.5 percent of the actual program usage. 
When we examined Aetna's mail and retail issues for California and Hawaii 
in March 1995, we found it made 135,184 retail issues but only 1,231 mail is- 
sues. Relative use of the two distribution channels has not changed since 
then. 

♦ HCS serves a larger beneficiary population than Aetna. California and 
Hawaii represent 14.4 percent of the total eligible population in the United 

2Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Pharmacy Providers," p. 38. 

3 Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Pharmacy Benefit Structure," p. 28. 
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States, while HCS's six-state eligible population is 18.8 percent of the total 
eligible population in the United States. 

♦     HCS is clearly more aggressive in marketing its mail-order program, a fact 
that does not surprise us since HCS only provides mail-order service. 

In Chapter 2, we analyze who use DoD's mail-service demonstration pro- 
grams and identify the methods and their relative costs that beneficiaries used 
prior to using mail service. We recommend in Chapter 3 that DoD expand its 
mail-service demonstration programs nationwide. We also make other recom- 
mendations in Chapter 3 that DoD should consider for increasing the program's 
convenience or for further reducing its total drug costs. 
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CHAPTER 2 

Mail-Order Demonstration Analysis 

In this chapter, we analyze the data obtained from DoD's mail-order dem- 
onstration programs and draw conclusions about the usage, costs, and savings 
associated with expanding the mail-service benefit nationwide. 

Of the $804 million DoD spent on drugs in FY95, $181 million was spent on 
CHAMPUS drug benefits, $616 million on MTF inpatient and outpatient drugs, 
and $7 million on mail-service benefits. With the advent of a nationwide DoD 
mail pharmacy benefit, some beneficiaries will switch from using an MTF to us- 
ing the mail service as their source of supply. Others will curtail their use of 
CHAMPUS in favor of using the mail service, and still others will switch from a 
non-DoD-supported drug payment (e.g., other insurance or out-of-pocket) to the 
mail service. In our analysis, the principal questions that we address are as fol- 
lows: 

♦ What are the demographics and numbers of the total U.S. population of 
beneficiaries and how do they compare with those of the demonstration 
programs? 

♦ How do costs compare across the MTF, CHAMPUS, and mail channels of 
drug distribution? 

♦ How much usage (number of prescriptions) will the mail program experi- 
ence? 

♦ How much of that usage will be by users who have not previously partici- 
pated in a DoD-supported drug benefit program (hereafter referred to as 
"ghost" usage)? 

To answer these questions and ultimately to project nationwide costs and 
savings, we gathered data from three primary sources: mail-service contractors, 
mail-service users, and the Defense Medical Information System (DMIS). Mail- 
service contractors provided us with cost, prescription, and patient data from the 
demonstration projects. We surveyed mail-service users to understand their 
prior sources of maintenance medications, and we obtained population data by 
age, gender, and geographical location from the DMIS. In addition to those data 
sources, we also spoke with representatives from CHAMPUS and the MTFs to 
understand their costs. 

The analysis we present in this chapter (and in Appendix B) is derived 
solely from the HCS test area data from New Jersey, Pennsylvania, Delaware, 
Georgia, South Carolina, and Florida. While we also gathered and examined 
data from the Aetna program in California and Hawaii, the low usage there 
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prevented us from projecting any kind of meaningful costs and savings. We be- 
lieve the HCS program most closely represents the true effects of a nationwide 
program. We were able to use the Aetna data to confirm that nonfederal prices 
for drugs are considerably higher than federal prices and that the offering of a 
retail program (with less emphasis on mail service) has the effect of curtailing 
mail usage substantially. 

Our summary findings about population demographics, costs, usage, and 
switching behavior from ghost and other channels are presented below. We also 
present a summary of projected costs and savings and associated sensitivity of 
the underlying data elements used to compute them. In that sensitivity analysis 
we discuss the effects of expanding the program to a greater number of users. 
Finally, we present our conclusions about providing mail service nationwide to 
DoD beneficiaries. Appendix A (Mail User Survey) and Appendix B (Detailed 
Case Analyses) present all the supporting details of our calculations. 

BENEFICIARY POPULATION 

The mail-service program in the demonstration states serves active duty 
military dependents, retirees, and dependents of retirees with one exception. 
Those falling into the aforementioned categories who are eligible for Medicare 
(primarily those 65 years of age and older) are not eligible for the mail-service 
benefit unless their healthcare benefits have been adversely affected by BRAC 
actions. Individuals who obtained their pharmaceuticals from MTFs that are 
now closed fall into that category. 

Figure 2-1 portrays the relevant study populations. Nationwide, the 5.9 mil- 
lion active duty dependents, retirees, and dependents of retirees include 

♦ 2.1 million active duty dependents under 65 years of age (35.8 percent of the 
total eligible population), 

♦ 2.9 million retirees and dependents under 65 years of age (47.9 percent), 

♦ 451 thousand others 65 years of age and older living outside catchment ar- 
eas (within 40 miles of an MTF) (7.6 percent), and 

♦ 516 thousand others 65 and over years of age living inside of catchment ar- 
eas (8.7 percent). 

We specifically show the 65 and over population both inside and outside catch- 
ment areas because those populations have different characteristics. 
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Active duty dependents, retirees, and dependents of retirees 

Active duty 
dependents 

under 65 
(2,136,414) 

Retirees and 
dependents 

under 65 
(2,859,342)    ^ \ ^\ J Over 65 outside of 

catchment areas 
(451,504) 

Over 65 inside 
of catchment areas 

(516,209) 

5,963,469 Total persons 

Figure 2-1. 
U.S. Military Healthcare System Beneficiary Population 

As mentioned above, for those 65 and older, eligibility is restricted by BRAC 
status. For the most part, people in that segment are not eligible for the 
CHAMPUS benefit and their corresponding Medicare benefit does not pay for 
prescription drugs. While those living both inside and outside of catchment ar- 
eas may use the MTFs to obtain pharmacy items, those living inside catchment 
areas are more likely to do so because of their proximity to the MTFs and are, 
therefore, more able to benefit from that option. Practically speaking, many of 
those 65 and older living inside of catchment areas have one alternative (the 
MTFs) to the mail service, while those living outside of catchment areas have no 
other options. Of those populations, those that use the mail service are more 
likely to be former ghosts (new DoD users) because of their limited alternatives. 

In our analysis, we divided the beneficiary population into 20 "population 
groups." Each group is defined by gender, age, and geographical proximity to 
an MTF, the three factors that we believe have the greatest effect on prescription 
drug needs and mail-service usage behavior. Table 2-1 shows the 20 population 
groups and the corresponding populations both in the test area and in the 
United States as a whole. While the fraction of the nationwide beneficiary popu- 
lation represented by the test area varies between population groups from 
16.3 percent to 22.7 percent, the test population as a whole represents 18.8 per- 
cent of all beneficiaries nationwide. We analyzed each population group sepa- 
rately, and we summarize our data and results across population groups in this 
chapter. The details of our analysis are presented in Appendix B. 
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Table 2-1. 
Population < Groups 

Gender 
Age 

group 
Catchment 

status 
Test area 
population 

Total U.S. 
population 

Fraction of total 
(percent) 

Female 0-17 Outside 32,215 181,346 17.8 

Inside 114,114 669,545 17.0 

18-24 Outside 13,264 75,239 17.6 

Inside 43,387 266,484 16.3 

25-44 Outside 29,805 162,725 18.3 

Inside 107,594 617,634 17.4 

45-64 Outside 64,242 323,809 19.8 

Inside 99,823 498,297 20.0 

65 and 
over 

Outside 33,495 147,540 22.7 

Inside 43,235 199,770 21.6 

Male 0-17 Outside 33,110 187,122 17.7 

Inside 117,253 693,898 16.9 

18-24 Outside 8,642 48,181 17.9 

Inside 20,785 117,954 17.6 

25-44 Outside 13,989 73,888 18.9 

Inside 27,923 142,327 19.6 

45-64 Outside 75,375 396,374 19.0 

Inside 109,988 540,933 20.3 

65 and 
over 

Outside 64,243 303,964 21.1 

Inside 69,770 316,439 22.0 

Total - - 1,122,252 5,963,469 18.8 

COMPARISON OF COSTS ACROSS CHANNELS 

The cost of distributing pharmaceuticals to beneficiaries varies dramatically 
by the distribution channel used. Some channels are much more costly than oth- 
ers. Figure 2-2 illustrates the differences in net costs to DoD of an average main- 
tenance drug obtained through each channel. Note that we include the effects of 
copayments and dispensing or claim-processing fees in all costs. The net cost to 
DoD for a maintenance medication through CHAMPUS is nearly twice that of 
the mail-service channel, while the corresponding MTF cost is about $10 more. 
The MTF cost difference results  from the mail-service  copayment (about 
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$7 worth) and the difference in quantity issued at one time (a 30-day supply is- 
sued at the MTF means that the MTF must make two issues for every one in the 
mail-service channel).1 

$70 CHAMPUS 

$46 

1 

MTF 

/lail service 

Ghost - $0 

I 

$36 

I 

0 20 40 60 80 

Net cost to DoD 

Notes: Assumptions: (1) Utilization is the same in all programs. (Valid for maintenance drugs.) (2) Costs 
shown are for equivalent 60 days of supply. (3) Mail-service program uses federal pricing. (4) MTFs issue 
30 days of supply at a time. (Cost is $4 lower if they issue 90 days of supply at a time.) (5) CHAMPUS bene- 
fit provides 30 days of supply at a time. (6) Dispensing fees average approximately $3. Outpatient pharmacy 
cost study by the Air Force Management Engineering Agency for MTF fees ranged from $2.13 to $3.90. 

Figure 2-2. 
Average Maintenance Prescription Cost by Benefit Program 

While the relative differences between channels in Figure 2-2 remain the 
same across all population groups, the proportions change slightly. The key 
drivers for determining cost differences are as follows: 

♦ Federal drug prices average about 43 percent of the average wholesale price 
(AWP).2 

♦ Retail prices reimbursed by CHAMPUS average 90 percent of AWP. The 
CHAMPUS copayment is 25 percent of that price. The CHAMPUS claim- 
processing fee is $3. 

♦ MTF issue costs are $3 per prescription. 

1 During the course of our study, the MTFs were in the process of switching from is- 
suing 30 days of supply for maintenance medications to issuing 90 days of supply. The 
effect of that change is to lower the difference between mail-service costs and MTF costs 
by about $4 in dispensing fees. We address that change in our sensitivity analysis. 

2 AWP does not represent a true average wholesale price. It is simply an index upon 
which the drug industry bases its pricing discounts. While federal prices average 43 per- 
cent of AWP, nonfederal prices charged by manufacturers average 56 percent of AWP. In 
effect, average nonfederal manufacturer prices are 30 percent higher than federal prices. 
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♦     Mail-service issue costs are $3.36 per prescription and copayments average 
$7.67 per prescription. 

For medications with costs higher than those shown in Figure 2-2, the 
CHAMPUS cost remains nearly twice the mail-order cost, while for lower cost 
medications, the differences are even more pronounced. Because the differences 
between mail-order and MTF costs are fixed regardless of drug price, the differ- 
ence is always about $10. We show the cost of the ghosts to illustrate that any 
eligible beneficiary choosing a non-DoD drug delivery channel (i.e., other insur- 
ance or self-paid) costs DoD nothing. Clearly, the benefit of the mail service to 
DoD is that it provides a less expensive means of filling a prescription than 
CHAMPUS and the MTFs. DoD's risk in offering it lies in its unintended effec- 
tiveness in moving prescriptions from the ghost channel to the mail-service 
channel. 

MAIL-SERVICE UTILIZATION 

Figure 2-3 summarizes the actual mail-order demonstration per capita utili- 
zation. Per capita utilization in each population group is the product of two vari- 
ables: 

♦ The percentage of the population actually using the mail service, either by 
choice or by eligibility. In the 65 and older population groups, only those 
adversely affected by BRAC are eligible. 

♦ The average maintenance medication usage of a person in that population 
group. 

700 

617.4 
600 

Mail-order    500 

prescriptions 
(perthousand   .„ 

persons) 

^42^^^ 

300 

200 

83.9 100 
17.9 

0 
Active duty 
dependents 

under 65 

Retirees and 
dependents 

under 65 

65 and 
older 

outside 
catchment 

areas 

65 and 
older inside 
catchment 

areas 

Figure 2-3. 
Per Capita Mail-Service Utilization 
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For persons less than 65 years old, per capita usage is 83.9 mail prescriptions 
per thousand persons for active duty dependents and 423.1 per thousand per- 
sons for retirees and their dependents. This monumental increase is due primar- 
ily to the fact that the retiree population is older. The older the age group, the 
more prescription drugs they use (of any kind). Without limitations on who can 
use the mail service, we would expect that the 65 and older age group would 
have even higher per capita utilization. 

The per capita utilization for those 65 and older living outside of catchment 
areas is 617.4 mail prescriptions per thousand persons, while it is only 17.9 per 
thousand persons for those 65 and older inside of catchment areas. Those living 
inside catchment areas, by definition, live close to MTFs and, hence, close to free 
sources of supply. They tend not to use the mail service because of the cost of 
the copayment.3 Any increase in their utilization will likely result from move- 
ment away from the MTF channel and will, therefore, produce additional pro- 
gram savings since the mail service is less expensive. Although the per capita 
utilization for those 65 and older living outside of catchment areas is higher than 
that for the other beneficiary categories, it is nonetheless constrained by the fact 
that only a fraction of that population is actually eligible for the mail-service 
benefit. An increase in their mail-service utilization is likely to be the result of 
increased ghost utilization by those not living close to MTFs and could conse- 
quently result in substantial added costs to DoD. We explore the costs associ- 
ated with increasing that utilization in our discussion of sensitivity analysis and 
program expansion. 

CHANNEL-SWITCHING BEHAVIOR 

We asked mail users, in the absence of the mail service, where they would 
have obtained their current maintenance medication (from a military or nonmili- 
tary pharmacy) and which insurance benefit they would have used to pay for 
medications obtained from nonmilitary pharmacies (CHAMPUS claim, non-DoD 
insurance, or self-paid). The answers to those questions allowed us to categorize 
distribution channel-switching behavior patterns. 

Table 2-2 summarizes the channel-switching behavior of mail-order users. 
While there were some differences across population groups, and some popula- 
tion groups were combined to obtain higher statistical significance, the big dif- 
ference in channel-switching behavior is between those 65 and over and those 
under 65, regardless of their age or catchment status.    Those 65 and over 

3 While not shown here, an interesting result was that the average prescription cost 
for users inside catchment areas was higher for every age and gender combination than 
that for users outside catchment areas. We believe the reason is that certain high-cost 
drugs are not available at MTFs so those living close to an MTF that would otherwise use 
the MTF pharmacy use the mail service to obtain those drugs. That belief is supported by 
our user survey results. 
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comprise roughly 60 percent former ghosts and 36 percent former MTF users.4 

Those users under 65 comprise roughly 30 percent former ghosts, 20 percent for- 
mer MTF users, and 50 percent former CHAMPUS users. 

Table 2-2. 
Expected Channel Switching (percent of mail-service prescriptions) 

Age category 

From military 
pharmacies 

(percent) 

From CHAMPUS 
benefit 

(percent) 

From outside 
military system 

(percent) 

Under 65 years 

65 years and over 

All 

19.7 

35.8 

22.5 

48.9 

4.5 

41.3 

31.4 

59.6 

36.3 

The practical effect of the large ghost usage by those 65 and over is that na- 
tionwide mail service is not likely to be cost-effective for users in that age cate- 
gory because DoD will be providing a benefit to a large number of beneficiaries 
who receive no such benefit now. The larger ghost usage by those 65 and over is 
not surprising since Medicare does not have a prescription drug benefit and, for 
the most part, they are not eligible for CHAMPUS. Our survey defined the mag- 
nitude of the channel-switching differences. 

PROJECTED NATIONWIDE COSTS AND SAVINGS 

We project that the mail-service program, if expanded nationwide in its cur- 
rent format (and current eligibility rules), will yield $7.2 million in net savings to 
DoD annually. Table 2-3 summarizes the projected costs and savings by popula- 
tion category (active duty, retiree). The program will draw $52 million of phar- 
macy business out of the CHAMPUS program and another $17 million out of the 
MTFs. The cost of providing prescriptions through the mail service is $27 mil- 
lion for the former CHAMPUS users, $13 million for the former MTF users, and 
$21 million for the former ghosts who will be drawn in from outside the military 
healthcare system. 

While the program saves money when applied to those under age 65, it 
costs money for those 65 over and over. This is a direct result of the 60 percent 
ghost usage from those 65 and older and 30 percent from those under 65. Virtu- 
ally no CHAMPUS savings accrue for those 65 and over, while substantial 
CHAMPUS savings are realized for those under 65. Overall, the net savings as- 
sociated with the under-65 population outweigh the net costs of the 65 and over 
population, primarily because program usage for those 65 and over is restricted 

4 A small percentage of those 65 and older indicated they would use CHAMPUS in 
the absence of mail service. Most beneficiaries 65 and older, because of their Medicare 
eligibility, are not eligible for CHAMPUS. While some persons 65 and older are eligible 
for CHAMPUS, it appears that a small percentage of survey respondents answered incor- 
rectly. The effects on the ensuing calculations are minimal. 
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to those affected by base closures. We address the removal of that restriction in 
our discussion on program expansion. The detailed computations by popula- 
tion group that comprise the summary data shown in Table 2-3 are given in Ap- 
pendix B. 

Table 2-3. 
Projected Nationwide Costs and Savings 

Active duty 
dependents 

under 65 

Retirees 
and de- 

pendents 
under 65 

65 and 
over 

outside 
catchment 

areas 

65 and 
older 
inside 
catch- 
ment 
areas Total 

Projected mail-order 
prescriptions (thousands) 

179.3 1,209.8 278.8 9.3 1,677.2 

Costs (millions) 

Previous CHAMPUS users 

Previous MTF users 

Previous ghosts 

$1.7 

$6.7 

$3.0 

$20.1 

$8.9 

$13.6 

$0.3 

$2.6 

$4.4 

$0.0 

$0.1 

$0.2 

$27.1 

$13.3 

$21.2 

Savings (millions) 

From CHAMPUS 

From MTFs 

$11.9 

$1.9 

$39.0 

$11.4 

$0.7 

$3.7 

$0.0 

$0.2 

$51.6 

$17.2 

Net savings (millions) $2.5 $7.9 ($3.0) ($0.2) $7.2 

Note: The small amount of CHAMPUS savings for 65 and older population groups result from survey re- 
sponses by individuals in those groups indicating CHAMPUS as their alternative channel, even though they 
may not in fact be eligible for CHAMPUS. 

SENSITIVITY OF RESULTS 

We sought to determine how sensitive our results were about projected na- 
tionwide net savings to 

♦ statistical sampling errors in our user survey of channel-switching behavior; 

♦ key changes in the structural components of the mail service, including co- 
payments, use of federal pricing, and relative degree of marketing efforts by 
the mail-service contractor; 

♦ expansion of the program to all Medicare-eligible persons; and 

♦ expansion of the program to active duty personnel. 

We changed the parameters of our model to reflect these types of changes 
and  recomputed  the  resulting  costs  and  savings.     The  details  of  those 
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calculations are found in Appendix B. The following subsections summarize the 
results. 

Statistical Sampling Confidence Interval 

The data we used to define channel-switching behavior were obtained by 
sampling users of the mail service. As such, those data are subject to sampling 
error. In our analysis we calculated expected net savings to be $7.2 million an- 
nually. We constructed 90-percent confidence intervals for our switching data in 
each population group and used those confidence limits to construct best- and 
worst-case estimates of projected net savings. 

Based on our statistical analysis calculations, we are 90 percent confident 
that a nationwide mail-service program, as it is currently structured, will not lose 
money. In the worst case, the program will break even, and in the best case it 
could save as much as $14.3 million. We expect it to save $7.2 million. 

Structural Changes to the Mail-Service Program 

We calculated projected nationwide costs and savings that would result 
from five different structural changes to the program. Table 2-4 shows the re- 
sults of those calculations. 

Table 2-4. 
Sensitivity of Key Structural Components of Mail Service 

Base 
case 

No 
copay 

No 
federal 
pricing 

Usage 
25% 

higher 

MTFs 
issue 

90-days 
of supply 

Triple 
utilization 

for "65 
and older 
outside" 

Projected mail-order 
prescriptions (thousands) 

1,677.2 1,677.2 1,677.2 2,096.5 1,677.2 2,234.7 

Costs (millions) 

Previous CHAMPUS users 

Previous MTF users 

Previous ghosts 

$27.1 

$13.3 

$21.2 

$32.4 

$16.2 

$25.8 

$36.7 

$18 

$28.7 

$33.9 

$16.6 

$26.5 

$27.1 

$13.3 

$21.2 

$27.8 

$18.5 

$29.9 

Savings (millions) 

From CHAMPUS 

From MTFs 

$51.6 

$17.2 

$51.6 

$17.2 

$51.6 

$17.2 

$64.5 

$21.4 

$51.6 

$15.7 

$53.0 

$24.5 

Net savings (millions) $7.2 ($5.7) ($14.5) $9.0 $5.7 $1.3 

Note: The small amount of CHAMPUS savings for 65 and older population groups result from survey re- 
sponses by individuals in those groups indicating CHAMPUS as their alternative channel, even though they 
may not in fact be eligible for CHAMPUS. 
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The changes we explored and the effect of those changes are described be- 
low: 

♦ No co-payment for mail-order prescriptions. We felt it important to understand 
the financial effect of copayments on the program. We did not increase 
utilization of the mail service under this scenario although that would likely 
happen if copayments were eliminated. The effect of this change is an 
added cost of $12.9 million, resulting in a net program cost of $5.7 million na- 
tionwide. 

♦ No federal pricing available to the mail-order contractor. The Aetna program, in 
fact, does not use federal pricing. Since average manufacturer prices are 
typically 30 percent higher than federal prices, we wanted to compute the 
effect of not using that important cost-saving vehicle. The effect of this 
change is an added cost of $21.7 million, resulting in a net program cost of 
$14.5 million nationwide. 

♦ Mail-usage levels 25 percent higher than observed in demonstration areas. While 
we believe that mail-service usage had stabilized at the time we gathered 
our usage data, that usage could possibly increase since the mail service had 
been in effect for less than a year at the time. To examine that possibility, 
we calculated projected net savings using utilization rates 25 percent higher 
across all population groups. The impact of this change is an added savings 
of $1.8 million, resulting in a net program savings of $9.0 million nationwide. 

♦ MTFs issue 90-days of supply at a time instead of 30 days. The MTFs are, in fact, 
in the process of converting their maintenance medication prescription lev- 
els to 90-days of supply. That conversion lowers their dispensing fees since 
they will only dispense one-third as often. We sought to quantify the effects 
of that change on the mail service. Its effect is an added cost of $1.5 million, 
resulting in a net program savings of $5.7 million nationwide. 

♦ Per capita utilization for the 65 and older population living outside of catchment 
areas is three times higher than observed in the demonstration areas. Without 
changing the structure of the program, it is entirely possible that more peo- 
ple 65 and over who are affected by BRAC and do not live near an MTF will 
use the program. We sought to determine how much of an increase in utili- 
zation for this group could be absorbed without losing money on the mail- 
service program. We found that tripling utilization for those 65 and older 
outside of catchment areas resulted in a small, projected net program savings 
of $1.3 million. The added cost of this change is $6.9 million. 

Of the five changes we examined, eliminating copayments and federal pricing 
have the most significant consequences. 
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Expanding the Mail Service to All Medicare-Eligible Persons 

We sought to understand the possible effect of providing mail service to all 
Medicare-eligible DoD beneficiaries, not merely to those affected by BRAC. We 
calculated lower and upper bounds on the cost of that expansion.5 For the lower 
bound, we used mail-usage data obtained from the Orlando, Florida area and 
corresponding DMIS population data for that area. Our intent was to under- 
stand the utilization of a known population, 100 percent of which has been af- 
fected by BRAC and is no longer part of any catchment area.6 We applied those 
utilization rates and known channel-switching behavior to determine costs and 
savings of a nationwide change in eligibility rules. Since our data reflected only 
three months of usage after the Orlando population became affected by BRAC 
(when the Orlando Naval Hospital closed), we believe the costs (and savings) 
derived from those usage rates to be a lower bound on the cost of the expansion. 
For the upper bound, we obtained total prescription cost data for those 65 years 
and older and converted that to equivalent mail-order usage assuming all medi- 
cations were obtained through the mail service.7 We applied the resulting mail- 
usage rates, assuming 100 percent of users were ghosts (i.e., not previous DoD 
pharmacy users) to determine costs and savings.8 It is unlikely that all medica- 
tions would be supplied through the mail service and that all users would be 
ghosts. Thus, the costs (and savings) derived from total prescription costs with 
100 percent mail usage and 100 percent ghosts is an upper bound on the cost of 
the expansion. 

The expansion of mail service to all Medicare-eligible persons will result in a 
substantial additional cost to DoD. That cost ranges from $22.7 million to as 
much as $140.2 million. Additional data from the Orlando area will help DoD to 
narrow that cost range. The results of our analysis are shown in Table 2-5. The 
table shows costs and savings for population groups 65 and older outside of 

5 We applied our calculations to populations of Medicare-eligible persons living out- 
side of catchment areas only since, for the most part, they contain the population of per- 
sons adversely affected by base closures. 

6 We could not obtain population data for other BRAC-affected areas (either in the 
demonstration states or in the United States as a whole) so we could not perform this 
type of analysis for other parts of the country, nor could we break out the BRAC-affected 
population. The availability of data for the Orlando Naval Hospital catchment area pro- 
vided a unique opportunity to better understand usage by BRAC-affected persons. Re- 
sulting per capita annual utilization rates for 60-days of supply averaged 
7.73 prescriptions for women and 4.16 for men. These rates include the effects of those 
persons who do not use the mail service to obtain medications. 

7 According to the Health Care Financing Administration's Office of National Health 
Statistics, Medicare-eligible persons spend an average of $771 per year on prescriptions at 
retail price. The data are referenced in Estimating the Cost of a Medicare Outpatient Pre- 
scription Drug Benefit, Health Care Financing Review, Spring 1994, Volume 15, Number 3, 
p. 106. 

8 The $771 worth of drugs at retail prices is equivalent to $368 per person at federal 
prices using a retail price equivalent to 90 percent of AWP and a federal price of 43 per- 
cent of AWP. Using average 60-day maintenance medication costs of $27.70 for men and 
$32.22 for women (observed from demonstration data), we calculate annual per capita 
utilization rates (60-day prescriptions) of 11.08 for men and 13.29 for women. 
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catchment areas only. The first column (BRAC-affected persons) represents the 
component of the nationwide program "as-is" that is represented by those popu- 
lation groups. The other two columns (expansion at observed utilization rates 
and expansion at maximum utilization rates) reflect the lower and upper 
bounds, respectively. While the as-is program structure yields a net cost of 
$3 million, the lower bound on expanding to all Medicare-eligible beneficiaries is 
$25.7 million and the upper bound is $143.2 million. In either case, the expan- 
sion results in a significant cost to DoD. The differences from the as-is case are 
$22.7 million and $140.2 million for the lower and upper bound cases, respec- 
tively. 

Table 2-5. 
Expansion to All Medicare-Eligible Persons 

BRAC-affected 
persons only 

(program as-is) 

Expansion at 
observed utilization 
rate (lower bound) 

Expansion at 
maximum 

utilization rates 
(upper bound) 

Projected mail-order 
prescriptions (thousands) 

278.8 1,209.8 278.8 

Costs (millions) 

Previous CHAMPUS users 

Previous MTF users 

Previous ghosts 

$0.3 

$2.6 

$4.4 

$2.9 

$22.7 

$37.6 

$0.0 

$0.0 

$143.2 

Savings (millions) 

From CHAMPUS 

From MTFs 

$0.7 

$3.7 

$5.9 

$31.6 

$0.0 

$0.0 

Net savings (millions) ($3.0) ($25.7) ($143.2) 

Notes: (1) Figures presented are for population groups encompassing persons 65 years and older living 
outside of catchment areas only. (2) Small amount of CHAMPUS savings for 65 and older population groups 
result from survey responses by individuals in those groups indicating CHAMPUS as their alternative channel, 
even though they may not in fact be eligible for CHAMPUS. 

Expanding the Mail Service to Active Duty Personnel 

During the preparation of this report, DoD asked us to consider the cost of 
expanding the program to active duty personnel. Those individuals would, if 
desired, get their medications from the mail service instead of using a military 
pharmacy.9 While we did not specifically study the use of mail service by active 
duty personnel, and the demonstration programs specifically excluded them, we 
were able to use the information we gathered to understand the effects of that 
expansion. 

'Military pharmacies are the only source of prescription drugs for active duty per- 
sonnel. They are not eligible for CHAMPUS and have no other drug benefits available to 
them. Also, we assume there is no ghost usage among active duty personnel. 
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Expanding the mail-service program to active duty personnel would result 
in no additional costs to DoD. We do not know the magnitude of the mail- 
service usage that would result from this expansion, but we do know that drug 
prices and dispensing fees are the same in both the mail-service program and the 
military pharmacies. Both use federal pricing and issue prescriptions for about 
$3 each. Differences could result if the two programs dispense different 
amounts (days of supply) at a time or if one program charges a copayment while 
the other does not. As long as the mail-service issues at least as many days of 
supply as the MTFs and it charges at least as much in copayments as the MTFs 
(currently $0), the expansion will result in no additional cost to DoD.10 

CONCLUSIONS 

We draw the following conclusions about the cost-effectiveness of expand- 
ing the mail-service nationwide: 

♦ Using the mail service to supply a particular drug is more cost-effective for DoD 
than using either an MTF or the CHAMPUS benefit. The primary reasons are 
that the MTFs do not charge a copayment and CHAMPUS drugs are reim- 
bursed at retail prices. 

♦ Even if made available nationwide, mail service will represent only a small part of 
DoD's total drug costs, which are in excess of $800 million annually. We project 
that the program will cost $61 million annually, or about 7.6 percent of total 
drug costs (including inpatient costs). That cost is not inconsistent with 
private-sector rates of around 10 percent of total drug costs. 

♦ The program as it is currently structured will save a small amount of money if im- 
plemented nationwide. We project savings of $7.2 million and are 90 percent 
confident that the program will not lose money. 

♦ The effect of copayments on nationwide savings is substantial. We calculated that 
copayments are worth $12.9 million a year. Without them, the cost of antici- 
pated ghost usage (based on current eligibility rules) would outweigh the 
savings from converting CHAMPUS retail users to the mail-order program. 

♦ The effect of federal pricing on nationwide savings is also substantial. We calcu- 
lated that federal pricing is worth $21.7 million per year. Without it the pro- 
gram would lose a significant amount of money. Any future mail-service 
contracts must have access to federal pricing to be cost-effective. 

10 We cannot estimate either the total nationwide mail-service usage by active duty 
personnel or the cost differences resulting from different issue amounts or different co- 
payments because we have no data to estimate mail-service utilization rates by that 
population. 
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♦ Any use of the mail service by the beneficiary population under 65 years old will 
yield net savings, but use by the 65 and older population will yield net costs. The 
primary driver is ghost utilization; only 30 percent of the under-65 users are 
ghosts. The remaining 70 percent will switch from more costly channels. 
However, 60 percent of the 65 and older users are ghosts and will represent 
a totally new cost to DoD. 

♦ Expansion of the mail service to all Medicare-eligible persons will yield substantial 
additional net costs. We calculated that those additional costs will be between 
$22.7 million and $140.2 million per year. Essentially, those Medicare- 
eligible persons living outside of catchment areas use a significant amount 
of prescription drugs and their Medicare benefits do not contain a prescrip- 
tion drug benefit. They will be highly motivated to participate in the mail- 
service program. 

♦ Expansion of the mail service to active duty personnel will not result in any addi- 
tional cost to DoD. That expansion simply results in the shifting of some pre- 
scription filling activity from military pharmacies to the mail service. As 
long as both programs use federal pricing and have similar dispensing 
costs, there are no adverse consequences. If the mail service were to charge 
a copayment for active duty references then it would generate some savings. 

If expanded nationwide, the mail-service pharmacy benefit, as it is currently 
structured, is a good idea. Not only will it save money, but it will provide a 
benefit not previously available to many beneficiaries — delivery of pharmaceu- 
ticals through the mail. Its availability to Medicare-eligible persons cannot, how- 
ever, be expanded without incurring substantial new costs to DoD. 
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CHAPTER 3 

Recommendations 

In this chapter, we discuss trends in the private sector for managing phar- 
maceutical costs as a context for our recommendations on mail-service and other 
cost-control measures that follow. We identified cost-saving trends in the pri- 
vate sector by comparing its implementation of mail-service programs with that 
of DoD. We found that to a large degree the private sector controls drug costs 
using the same methods irrespective of the channels it uses to distribute drugs to 
beneficiaries. Thus, private-sector methods for controlling mail-service drug 
costs may help DoD reduce its total drug costs. 

MANAGED-CARE PHARMACEUTICAL COST-CONTROL 

TRENDS IN THE PRIVATE SECTOR 

Private-sector HMOs control pharmaceutical costs by influencing the drugs 
that their members get and by negotiating the material costs and dispensing fees 
of each prescription. The principal method they use to influence the drugs that 
patients get is a formulary. Typically less than 1,000 drugs, an HMO's formulary 
includes those products that the HMO has determined are most cost-effective for 
reducing the total cost of care. Some HMOs have an open formulary that per- 
mits their physicians to prescribe nonformulary drugs without penalty. An in- 
creasing number of HMOs (an estimated 62 percent by the end of 1996) have a 
closed formulary that only allows physicians to prescribe nonformulary drugs 
by exception.1 

Whether open or closed, a formulary in the private sector is the principal 
method by which HMOs influence the behavior of doctors, pharmacists, and pa- 
tients. One survey of the private sector, for instance, found that 81 percent of 
HMOs had a formulary in 1994, and that they filled 88 percent of their prescrip- 
tions from drugs on their formulary.2 

^iba-Geigy Corporation, CibaGeneva Pharmacy Benefit Report 1995 Facts and Figures, 
"HMO Demographics," p. 5. 

2 Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Pharmacy Providers," p. 38. 
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♦ 

♦ 

The methods that HMOs use to achieve formulary compliance vary by type 
of HMO but typically include incentives aimed specifically at physicians, phar- 
macists, and patients.3 For physicians, HMO incentives typically include 

♦ use of a closed formulary that allows the issuance of specific nonformulary 
drugs only by exception, 

♦ monitoring of physician prescribing activity to identify compliance with the 
HMO's formulary, 

♦ mandatory substitution of generic drugs, 

identification of how often physicians prescribe generic equivalents over 
brand-name items, and 

establishment of capitated reimbursement rates that include the cost of 
drugs that physicians prescribe. 

HMOs typically encourage pharmacists to comply with their formulary by 

♦ providing higher fees for dispensing generic over brand-name items; 

♦ limiting what is prescribed (or what the HMO will reimburse) using point- 
of-sale (POS) software that authorizes a retail or mail-service pharmacist to 
fill a prescription for a particular drug based on the HMO's formulary 
(HMO's also use POS software to establish eligibility, collect copayments, 
and monitor deductible levels); and 

♦ reimbursing pharmacists for providing cognitive services that include such 
actions as counseling patients to prevent adverse — and often highly expen- 
sive — drug use reactions and contacting physicians to intervene with rec- 
ommendations that they use more cost-effective drugs. 

HMOs encourage patients to use formulary drugs by 

♦ imposing copayments or some form of deductible, and 

♦ excluding specific drugs (e.g., over-the-counter medications) from the for- 
mulary. 

In addition to those measures to control the drugs that are used, HMOs also 
take steps to control the cost of the drugs themselves and their distribution. 
HMOs typically contract with mail-service and retail-network providers to re- 
duce dispensing fees and with manufacturers or distributors to reduce the cost 
of the dispensed product. In 1994, for instance, 85 percent of HMOs contracted 
with retail drug chains to provide drugs to their members at negotiated prices. 

3 We found that HMO initiatives to influence what is prescribed are, to a large degree, 
independent of the method (mail, retail, in-house pharmacy) used to get a prescription to 
a patient. 
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Some 29 percent provided a mail-service benefit, a figure that has more than 
doubled since 1991 when only 12 percent of HMOs provided such a service.4 

NATIONWIDE DOD MAIL-SERVICE BENEFIT 

Based on our evaluation of DoD's mail-service demonstration programs, we 
conclude that the department will save $7.2 million by offering the benefits of 
those programs nationwide, and therefore, we recommend that the department 
proceed with that implementation. We reached our recommendation by evaluat- 
ing what the mail programs dispense, who the programs serve, what the programs 
cost, and how beneficiaries previously got their pharmaceuticals. We found that 
prior to the establishment of mail service, beneficiaries obtained their pharma- 
ceuticals from one of three sources: 

♦ CHAMPUS, which is more expensive than mail service primarily because it 
does not use federally priced pharmaceuticals; 

♦ military pharmacies, which are also more expensive than mail service pri- 
marily because they do not charge a copayment that reduces their costs; and 

♦ privately funded sources of drugs such as private health insurance (ghosts). 

We were able to estimate the effect of the ghost population by asking cur- 
rent mail-service users where they got their drugs prior to using the program. 
We found that the size of the ghost population is substantial, particularly for 
those 65 years and older (61.4 percent of all mail-service users in that age cate- 
gory were ghosts), but we also found that the cost of serving the ghost popula- 
tion under current eligibility rules is less than the savings DoD will realize when 
users of CHAMPUS and military pharmacies switch to mail service. 

Achieving the $7.2 million projected annual savings from nationwide ex- 
pansion of the mail-service program depends on retaining the following key fea- 
tures from the demonstration programs: 

♦ Copayments. The demonstration programs charge active duty dependents a 
$4 copayment and retirees and retiree dependents an $8 copayment for each 
prescription filled. Those copayments reduce DoD's cost per prescription. 
Eliminating the copayment would wipe out DoD's $7.2 million savings, pro- 
ducing instead an increase in program costs of $5.7 million per year. 
Moreover, the elimination of copayments would likely increase the number 
of beneficiaries using the program and further increase costs. 

♦ Federal pricing. As part of the demonstration effort, HSC was required to 
dispense drugs that it had purchased at federal prices wherever possible. 
We identified the drugs dispensed by both mail-order demonstration 

4 Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Pharmacy Providers," p. 36. 
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programs, determined their federal and nonfederal prices, and calculated 
that a nationwide mail-service program that did not use federal pricing 
would cost $14.5 million more than the current DoD pharmacy program. We 
emphasize this finding because none of DoD's current TRICARE-managed 
care contracts includes the use of federally priced drugs for their mail phar- 
macy component. 

Limited use by Medicare-eligible beneficiaries. We examined the cost of offering 
mail-service pharmaceuticals to all Medicare-eligible persons and found 
that, at a minimum, it would produce a mail-service program that costs 
$25 million more than the current program. In fact, we believe the actual 
amount may be considerably higher, but we need more data on Medicare 
use of mail service in BRAC areas to make an accurate projection. 

OTHER COST-CONTROL MEASURES 

While DoD employs many of the same methods that the private sector uses 
to control drug costs, it has yet to implement some actions that are common in 
the private sector and that we believe would improve its control of drug costs. 
Our specific recommendations are discussed in the following subsections. 

Recommendation: Restrict the drugs that beneficiaries can get from mail and retail 
channels to those that are most cost-effective. 

Over the past several years, the DoD Pharmaco-Economic Center (PEC) in 
San Antonio, Texas, has identified the most cost-effective drugs for treating par- 
ticular disease states. In making its determinations, the PEC has found that an 
expensive drug may well be the most cost-effective if it significantly reduces 
inpatient and/or total patient recovery times. 

MTFs have used the PEC's work and other similar pharmaco-economic 
analyses as the basis for formularies that control their drug costs. Recently, 
CHAMPUS began to restrict what it would covered by adopting the same man- 
datory generic substitution policy used in the mail-service demonstration pro- 
grams. Like formularies, mandatory generic substitution is common in the 
private sector where 80 percent of all HMOs in 1994 had such a policy as a 
means of controlling drug costs.5 

DoD should further restrict the drugs that beneficiaries can get through both 
mail and retail distribution channels by applying the knowledge gained from the 
PEC's work. In our evaluation of the mail-service program, we found that the 
average cost of drugs dispensed through the mail to those living within the 
40-mile catchment area of an MTF was higher for every age group than it was for 
the same age group living outside the catchment area.   Our analysis indicates 

5 Hoechst Marion Roussel, Inc., Managed Care Digest Series/HMO-PPO Digest 1995, 
"Generic Substitution," p. 42. 
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that beneficiaries are using the mail to get drugs that their local MTF restricts 
from its formulary and will not provide. 

Recommendation: Consider establishing a nationwide mail-service contract, in- 
stead of requiring each TRICARE contractor to provide mail service, as a way of using 
federally priced pharmaceuticals, reducing dispensing fees, and controlling what is dis- 
pensed. 

As we concluded our evaluation of DoD's mail-service demonstration pro- 
grams, the department was successively awarding comprehensive managed-care 
TRICARE contracts in each of its 12 regions. Those contracts have a mail-service 
component, but the provision of federally priced pharmaceuticals through the 
mail is optional. To date, manufacturers have vigorously resisted DoD's initia- 
tives to distribute federally priced pharmaceuticals through its TRICARE 
contracts. Not surprisingly, neither of the winning TRICARE contractors has 
elected to use federal prices in the face of that resistance. 

In TRICARE, the cost of mail service is imbedded in each contract's capi- 
tated rate and is not itemized. We believe that DoD's cost for providing mail 
service through TRICARE is higher than the cost would be for a central mail- 
order contract that uses federal prices. We base our beliefs on the following: 

♦ Federal drug prices are probably significantly lower than those of TRICARE 
contractors. In our evaluation of mail service, we found that the average 
cost of a prescription bought at federal prices and issued by HCS was ap- 
proximately 50 percent less than the same item acquired through 
CHAMPUS, see Figure 2-2. In another study (Table 3-1), we compared 
DoD's total cost for the top 16 pharmaceuticals purchased through its prime 
vendor program with the private sector's total cost for the same items. To 
determine the private sector's cost, we used the best published civilian cost 
in the 1995 Drug Topics Red Book, a pharmaceutical industry standard ref- 
erence guide. We found that the private sector would have spent $563 mil- 
lion for drugs that cost DoD $120 million, an 80 percent difference. 

♦ Dispensing fees will probably be higher for TRICARE contractors because 
each will only dispense their region's portion of the total DoD mail-service 
volume. We estimated in Chapter 2 that a nationwide mail-service program 
will generate approximately 1.7 million prescriptions. HCS won its original 
contract by bidding $3.36 per prescription for up to 600,000 prescriptions 
per year. For volumes between 600,001 to 1,200,000 prescriptions per year, it 
bid $2.90; 1,200,000 to 2,400,000, $2.59; and 2,400,001 to 4,800,000, $2.33. For 
the six states that it served in the demonstration program, HCS volume was 
never enough to reduce per presciption costs below the base bid of $3.36. A 
nationwide contract of 1.7 million prescriptions, however, would have re- 
duced per prescription dispensing fees by $0.77 per prescription and saved 
the department over 1 million. 
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Table 3-1. 
Effect of Federal Prices as of January 1996 
DoD Prime Vendor vs. Best Published Civilian Prices 
(16 top dollar value pharmaceuticals) 

Best Prime Price if 
Annual civilian vendor bought Percent 
usage cost" cost civilian savings Savings 

Description ($) ($) ($) ($) (%) ($) 

Zantac, 60s 15,029,941 1.65 0.43 57,865,272 74 42,835,331 

Mevacor 13,599,922 3.00 1.02 39,983,770 66 26,383,848 

Lopid 10,531,076 1.09 0.11 95,727,480 89 85,196,404 

Zantac, 1,000s 9.079,560 1.65 0.43 34,956,306 74 25,876,746 

MMR 8,649,529 21.43 17.9 10,292,939 16 1,643,410 

Seldane 7,401,104 0.92 0.50 13,692,042 46 6,290,938 

Lariam 6,632,483 6.44 3.80 11,208,896 41 4,576,413 

Prozac 6,520,259 2.15 1.19 11,801,668 45 5,281,409 

Naprosyn 6,216,759 0.63 0.07 56,510,339 89 50,293,580 

Cardizem 6,131,012 0.43 0.06 43,775,425 86 37,644,413 

Naprosyn 5,643,503 0.63 0.06 70,543,787 92 64,900,284 

Intal 5,482,519 37.98 33.09 6,304,897 13 822,378 

Recombivax 5,150,249 129.29 86.95 7,828,378 33 2,678,129 

Augmentin 5,033,160 1.91 1.00 9,663,667 48 4,630,507 

Procardia 4,965,869 0.50 0.03 82,930,012 94 77,964,143 

Zestril 4,404,290 0.77 0.33 10,261,995 57 5,857,705 

Totals 120,471,242 563,346,609 79 442,875,367 

aCivilian prices based on best price available 
pharmaceutical industry standard reference guide. 

as published in the 1995 Drug Topics Red Book, a 

Recommendation: Require its TRICARE-managed care contractors to provide in- 
formation in a form that will facilitate the work of the PEC. 

The PEC's evaluation of cost-effective drugs is a time-consuming effort that 
requires massive amounts of information. As DoD awards its TRICARE con- 
tracts to managed-care providers, it should ensure that the requirements in those 
contracts for providing data are consistent with the PEC's requirements for the 
data that it needs to make its analysis. When we went to Aetna for data on 
Hawaii and California mail-service use, we were surprised to find that 
CHAMPUS, as a cost-saving measure, had not required the contractor to provide 
data. As a consequence, Aetna indicated that it would charge us for the data 
that it provided. In our opinion, CHAMPUS's decision represents a false econ- 
omy because it ignores the crucial value of information in the process of deter- 
mining cost-effective pharmaceuticals. 
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Recommendation: Consider charging a copayment for all ■pharmaceuticals dis- 
pensed. 

DoD currently charges a copayment or deductible for prescriptions that 
beneficiaries acquire through mail service, retail service, and CHAMPUS. It 
does not charge for MTF prescriptions. Because MTFs do not charge a copay- 
ment that would defer their costs for each prescription, we found that they are a 
more expensive means of distributing pharmaceuticals than mail service. We 
also found — though only anecdotally — that beneficiaries tend to waste the 
"free" pharmaceuticals they get from MTFs. According to a 1994 survey, 
97.4 percent of private-sector employers charged their employees a copayment 
on the pharmaceuticals they get through their pharmaceutical benefit. They did 
so to reduce their costs and to provide their employees with an incentive not to 
waste their benefit.6 

Although the imposition of a copayment is a politically sensitive issue, DoD 
has another reason for considering such an action. In an era of budget cuts and 
force reductions, MTFs may not have the people or funds to provide pharmaceu- 
ticals to other than active duty members and their dependents. Moreover, it has 
found that pharmacists can reduce the total cost of patient care when they work 
with physicians as members of the clinical team to determine proper drug regi- 
mens. When an MTF provides pharmaceuticals at no total cost, it increases the 
demand on MTF pharmacy resources even though those resources might be bet- 
ter used providing patient care. By charging a copayment, DoD will free phar- 
macy resources for patient care by providing beneficiaries an economic incentive 
to use other methods for getting their pharmaceuticals. Like the private sector, it 
will also provide beneficiaries with an incentive that discourages the wasteful 
use of increasingly more expensive drugs. 

Recommendation: Give beneficiaries the choice of using brand-name items if they 
are willing to pay the difference between the brand-name drug and its generic equiva- 
lent. 

DoD's mail-service demonstration programs require Aetna and HCS to is- 
sue a generic equivalent unless a physician specifically requires a brand-name 
item. DoD should consider permitting mail-service providers to dispense brand- 
name items if a patient is willing to pay the difference between the price of that 
item and its generic equivalent. In the private sector, 87 percent of HMOs pro- 
vide this choice. When we asked users of the mail-service program what they 
thought of the program, one of the few complaints they had was mandatory ge- 
neric substitution. Whether the complaints of respondents have any technical 
merit or not, allowing mail-service providers to dispense brand-name items if 
the beneficiary is willing to pay for them presents no additional cost to DoD, lit- 
tle or no additional work to mail-service providers, and an enhanced benefit to 
beneficiaries. 

6Ciba-Geigy Corporation, CibaGeneva Pharmacy Benefit Report 1995 Facts and Figures, 
"HMO Drug Benefit Design," 1995 edition, p. 8. 
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EPILOG 

In this report, we analyzed the usage, costs, and savings obtained from 
DoD's mail-order demonstration projects. We concluded that mail service of- 
fered DoD one method that is effective for controlling drug costs and recom- 
mended that DoD expand the program nationwide. We qualified our 
recommendation, however, by noting that the program would generate savings 
only if it dispensed pharmaceuticals bought at federal prices, retained copay- 
ments as a means of deferring cost, and limited Medicare-eligible beneficiaries. 
We also recommended that DoD could further reduce its costs, by restricting the 
drugs that it issues to those that are cost-effective. 
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APPENDIX A 

Mail User Survey 

We surveyed mail-order users in both the Aetna and Health Care Services, 
Inc. (HCS), programs to understand their behavior and their reasons for using 
those programs. We were primarily interested in learning what alternative phar- 
macy benefit they would use in the absence of the mail service now available to 
them. We used those data to compute net costs and savings associated with ex- 
panding the mail-service benefit nationwide, as discussed in Chapter 2 and in 
Appendix B. 

This appendix contains a copy of the survey sent to Aetna users, some sum- 
mary results, and some survey cross tabulations. The survey sent to HCS users 
was essentially the same with one difference: respondents were not given the 
option of selecting a Department of Defense retail pharmacy benefit as an alter- 
native to mail service because that retail benefit was not available to them. All 
other questions and wording were identical in the two survey versions. 

The survey summary provides response rates for the overall population re- 
sponding for each question. At the top of that summary are figures showing 
how many of each survey were mailed, how many were returned, and how 
many were compiled for use in this study. We received some of the returns after 
we had already compiled the data and are still receiving more. The survey sum- 
mary does not show data stratified by population groups although we did strat- 
ify the channel-switching data for the purposes of our cost and savings 
calculations. Those stratified survey results can be found in the detailed spread- 
sheets in Appendix B. 

The survey cross tabulations contain key survey results stratified by alterna- 
tive source of supply if no mail service, by age group, or catchment classification 
(inside and by outside of a 40-mile radius from a medical treatment facility). The 
cross tabulations are from the HCS respondents only. 
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Mail User Survey Summary 1 of 2 

HCS Aetna 
users users 

Survey response data 

Surveys mailed 3,500 1,900 
Surveys returned 1,999 1,176 
Surveys compiled 1,677 1,158 

Most influencing factor 

Responses 1,432 1,028 

Cost 71.5% 69.2% 
Counseling & information           2.2% 1.2% 
Ease of use 13.9% 10.8% 
Item availability                         7.4% 3.5% 
60-day supply                           5.0% 15.4% 

First heard about mail service 

Responses 1,659 1,147 

Telephone                                  0.3% 0.0% 
Mail advertising 26.5% 4.3% 
Military hospital or clinic 57.0% 80.3% 
Other 16.2% 15.4% 

Alternate channel (if no mail service) 

Responses 1,596 1,099 

Military hospital or clinic 26.4% 22.2% 
CHAMPUS 29.9% 16.8% 
DoD retail network   30.9% 
Other (ghost) 43.6% 30.0% 

Preferred non-MTF option 

Responses 1,576 1,098 

CHAMPUS 39.8% 22.4% 
DoD retail network   40.4% 
Other (ghost) 60.2% 37.2% 
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Mail User Survey Summary 2 of 2 

HCS Aetna 
users users 

Future use 

Responses 1,663 1,142 

All refills 71.0% 68.0% 
Most refills 18.3% 17.3% 
Some refills 7.5% 8.1% 
A few refills 3.1% 4.0% 
Will not use again 0.1% 2.6% 

Age and gender 

Responses 1,623 1,152 

0-17 (male) 0.5% 1.1% 
0-17 (female) 0.4% 0.3% 
18-24 (male) 0.2% 0.2% 
18-24 (female) 0.2% 0.3% 
25 -44 (male) 0.9% 0.3% 
25 - 44 (female) 3.5% 2.4% 
45 - 64 (male) 25.6% 13.4% 
45 - 64 (female) 27.5% 16.7% 
65+ (male) 22.9% 30.6% 
65+ (female) 18.4% 34.7% 

A-5 



Mail User Survey Cross Tabulations 1 of 2 

Alternate channel (if no mail service) 

Most influencing factor CHAMPUS Ghost MTF 

Cost 77.7% 74.2% 57.6% 
Counseling & information 1.7% 2.8% 2.1% 
Ease of use 11.0% 10.1% 25.3% 
Item avalability 7.2% 5.8% 10.0% 
60-day supply 2.4% 7.1% 5.0% 

Total 100.0%       100.0%       100.0% 

Sample size 417 604 340 

Alternate channel (if no i ■nail service) 

First contact CHAMPUS Ghost MTF 

Telephone 
Mail advertising 
Military hospital or clinic 
Other 

Total 

Sample size 

0.4% 
37.8% 
41.0% 
20.8% 

100.0% 

476 

0.4% 
27.6% 
54.5% 
17.5% 

100.0% 

686 

0.0% 
12.7% 
78.4% 

8.9% 

100.0% 

417 

Alternate channel (if no i ■nail service) 

Future use CHAMPUS Ghost MTF 

All refills 71.9% 75.2% 65.3% 
Most refills 17.8% 17.7% 18.4% 
Some refills 8.0% 4.6% 10.4% 
A few refills 2.3% 2.3% 5.6% 
Will not use again 0.0% 0.1% 0.2% 

Total 100.0%       100.0%       100.0% 

Sample size 477 694 412 
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Mail User Survey Cross Tabulations 2 of 2 

Age group _ 

Most influencing factor 0-17 18-24 25-44 45-64 65+ 

Cost 
Counseling & information 
Ease of use 
Item avalability 
60-day supply 

Total 

Sample size 

64.3% 
0.0% 

14.3% 
14.3% 
7.1% 

100.0% 

14 

66.7% 
16.7% 
0.0% 
0.0% 

16.7% 

100.0% 

6 

77.3% 
0.0% 

12.1% 
10.6% 
0.0% 

100.0% 

66 

70.4% 
1.9% 

14.9% 
7.6% 
5.2% 

100.0% 

747 

72.1% 
2.8% 

13.5% 
6.7% 
4.8% 

100.0% 

563 

Catchment classification 

First contact Inside Outside 

Telephone 
Mail advertising 
Military hospital or clinic 
Other 

Total 

Sample size 

0.2% 
23.0% 
64.5% 
12.4% 

100.0% 

549 

0.4% 
28.3% 
53.2% 
18.1% 

100.0% 

1110 

Catchment classification 

Most influencing factor Inside Outside 

Cost 
Counseling & information 
Ease of use 
Item avalability 
60-day supply 

66.1% 
2.5% 

11.7% 
14.0% 
5.6% 

74.2% 
2.0% 

15.0% 
4.1% 
4.7% 

Total 100.0%      100.0% 

Sample size 478 954 
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APPENDIX B 

Detailed Case Analyses 

In Chapter 2, we presented the costs and savings that arise from expanding 
the DoD pharmaceutical mail-service nationwide, and we discussed how those 
numbers vary when we change key variables. This appendix contains all of the 
supporting data for those calculations categorized by population group. The 
data are presented as a series of 12 cases: 

1. Base case 

2. Active duty dependents under 65 only 

3. Retirees and dependents under 65 only 

4. 65 and older outside catchment areas only 

5. 65 and older inside catchment areas only 

6. No mail-order copay 

7. No federal pricing (average manufacturer pricing) 

8. Mail usage 25 percent higher 

9. Military treatment facilities issue 90 days of supply instead of 30 days 

10. Triple per capita utilization for 65 and older outside catchment areas 

11. 65 and older outside catchment areas at Orlando, Florida usage rates 

12. 65 outside catchment areas at 100 percent usage rates. 

Case 1 is the expansion of the program as it is currently structured. Cases 2 
through 5 are the various components (active duty, retiree, etc.) of Case 1; their 
costs and savings summed equal those of Case 1. Cases 6 through 10 are the 
ones discussed our sensitivity analysis of program structure changes. Each of 
their costs and savings would replace those of Case 1. Cases 11 and 12 are the 
lower and upper bounds on the cost of expanding the program to include all 
Medicare-eligible beneficiaries. The costs and savings in them are for population 
groups 65 and older outside of catchment areas only. Those costs and savings 
would replace the ones in Case 4. 

Each case is displayed on a series of three spreadsheet pages labeled with 
the case number and name and page number.    Data sources or column 

B-l 



calculations are listed under each heading and are self-explanatory. Each 
spreadsheet is divided into sections that roughly follow the progression of calcu- 
lations needed to determine net program savings. The bottom of each spread- 
sheet contains totals over all population groups for applicable columns, and 
weighted averages (weighted by numbers of persons in each population group) 
for the others. Those totals and averages are also broken down by over- and 
under-65 years of age and 65 and older. 
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